
25.1 

A Note of Caution on the Demand Side 

 

International trade models often treat countries as single consumers 

with utility functions in order to demonstrate the benefits from trade.  

Textbooks often use the technique of "indifference" curves to determine 

exactly where the country will consume along its consumption-possibilities 

curve, before and after trade.  If the country winds up on a higher 

indifference curve, benefits from trade are said to be demonstrated. 

 

There is a serious problem with this approach.  Countries are not single 

individuals.  Rather they are groups of consumers.  And consumers will tend to 

have different tastes.  A simple example will demonstrate the problem.  Suppose 

the country consists of two types of individuals, wheat lovers (who consume and 

enjoy only wheat) and cloth lovers (who consume and enjoy only cloth).  Before 

trade begins, some internal price ratio between cloth and wheat (Pc/Pw) 

prevails.  After trade begins, it is likely that the price ratio will shift, 

either up or down.  If it shifts up (cloth becomes more expensive and wheat 

becomes less expensive), then cloth lovers are "hurt" and wheat lovers "gain."  

If it shifts down, the opposite occurs: cloth lovers gain and wheat lovers are 

hurt.1 

 

In a situation in which some people are better off, and others are 

worse off, it is really not possible to sum up the result, which is what 

indifference curve analysis purports to do.  Only in cases where everyone is 

better off (or worse off) can we unambiguously state that the country is 

better off (worse off).  Such situations are not likely to occur in the real 

world; almost any significant economic change produces winners and losers.2 

                                                           
1  Actually, the situation is more complicated, since we need to know the income effects of trade on wheat and cloth 
lovers.  If, when all is said and done, wheat (cloth) consumption falls with trade, then wheat (cloth) lovers are worse 
off.  Wheat (cloth) lovers will be worse off if their incomes do not keep pace with wheat (cloth) prices. 
 
2 It is sometimes suggested that this problem can be overcome with a "bribe" criterion.  If the gainers 
could bribe the losers to vote for the shift to free trade, and still have some gains left over for themselves, 
it is argued that we should call, the result a gain for the country.  In most models, it would be theoretically 
possible for bribes from gainer to losers to produce a unanimous vote in favor of trade.  However, such 
bribes are not usually available, and without them we don't get unanimity.   Indeed, if decisions are made 
by a majority vote, there is no need to offer bribes sufficient to produce unanimity.   All that is needed is 
that winners offer enough gain-sharing to obtain 50% plus 1 votes.  Note also that the existence of 
winners and losers is another way of describing the fact that trade shifts income distribution.  Demand is 
responsive to income distribution since the preferences of winners receive larger weight.  This is another 
reason why indifference curves do not well mirror consumer demand. 
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